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Transportation Infrastructure Investment

Opportunities for State Government

Pension Plans

Around the world, government pension plans are investigating an emerging
class of investments focused on infrastructure. This alternative asset class in-
cludes economic and social infrastructure, the former including transportation
(road, bridges, rail, ports, etc.) and utilities, and the latter including healthcare
and educational facilities. Infrastructure investment, particularly in transpor-
tation, has the potential to provide strong, steady returns, and pension plan
administrators should embrace this new asset class.

In the United States, more than $2 trillion in assets are
held by nearly three thousand public retirement sys-
tems, which serve state and local government employees,
teachers, police and firefighters.! In Texas alone, there are
414 public (local and state government) pension plans
with total assets of $188.8 billion in October 2006.
These assets are of interest to state transportation de-
partments as potential funding sources because states are
starting to rely on private funding to build and maintain
their roadways. This paper will examine why infrastruc-
ture investment is critical, pension plan regulations and
investment policies, firms and pension funds that invest
in infrastructure, current transportation infrastructure
investment opportunities in the United States, and ex-
amples of Texas pension plan investments.

The Critical Need for Infrastructure
Investment

Right now, federal and state funding for transporta-
tion needs in the United States is inadequate to meet
the needs of a growing population. As congestion gets
worse all across the country, states are searching for new
sources of mobility funding. A Reason Foundation study;,
“Building Roads to Reduce Traffic Congestion in Amer-
ica’s Cities: How Much and at What Cost,” states that
U.S. freeways and arterials need 104,000 additional lane
miles of capacity to relieve congestion. The number of
lane miles needed is 6 percent more than current capac-
ity, and would cost a projected total of $533 billion over
25 years to build.’
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Another survey by the National Chamber Foundation es-
timates that the “investment gap” is somewhere between
$500 billion (to merely maintain the system at current
conditions and performance) and $1.1 trillion (to make
cost-beneficial improvements that expand economic
growth) over the next 10 years.* State departments of
transportation need to find new ways to fund mobility
projects, and public-private partnerships that involve
funds from pension plans are one tool in the toolbox.

Pension Plan Involvement in

Infrastructure Investment

Positive reasons for public pension plans to invest in in-
frastructure include the possibility of an estimated rate
of return in the mid to low teens, steady income, and the
opportunity to invest in an asset that pension plan mem-
bers might actually use on a regular basis (toll roads, toll
bridges, etc.). A downside to investing in infrastructure
is the risk involved. The biggest risk is in regulation. In-
vestors must know that their deal with a state depart-
ment of transportation or a public utility will be upheld
and enforced and not cancelled before the contract end
date. Some investments also carry a physical risk. If a
hurricane or earthquake damages a roadway, the inves-
tors would have to pay to fix the road.” Additionally, the
lack of historical data to determine a rate of return is a
concern.

Pension plans consider the infrastructure investment
asset class as an alternative to traditional asset classes
such as stocks and bonds. The Public Fund Survey Sum-
mary of Findings for FYO5 found that of the 90 public
pension fund systems for
In the U.S., more than [EENISNEPSEN available, al-
YA RTINS IR ternative asset allocation is
held by nearly three only 3.8 percent per fund,
an average which is some-
what distorted since many

of the 90 plans surveyed

thousand public retire-

ment systems.

do not invest in alterna-
tive assets.® As pension plans seek to strengthen their
portfolios, more are looking into opportunities such
as transportation infrastructure due to their long-term
nature. Arthur Rakowski, who designed the Macquarie
European Infrastructure fund, says that infrastructure
instinctively makes sense for long-term patient capital
since underlying assets will have a place in the economy

forever, and because their relatively stable cash-flow is
a strong match for investors looking for a predictable
return.” The different ways for pension plans to invest
in infrastructure include the following: through publicly
or privately traded infrastructure funds, directly through
public-private partnerships (PPPs), or outright buying
and managing some type of infrastructure.®

Public Pension Plan Regulations and
Investment Policies

Public pension plans are governed primarily by state and
local laws, not federal. In the United States, small por-
tions of the federal Internal Revenue Code (IRC) apply
to the fidu-
ciary duties
and vesting of
public pen-
sion plans.
IRC Section
401 states
that no part
of plan assets
may be used
for purposes
other than the
exclusive benefit of employees and beneficiaries. This is
known as the exclusive benefit rule.” Generally, state law
determines how public pension plans will be adminis-
tered and who may be on the board of trustees for the
plans. Each separate pension plan then has its own in-
vestment policy.

Reasons to invest in infrastructure:

* Possibility of an estimated rate of

return in the mid to low teens,
* Steady income, and

* The opportunity to invest in an
asset that pension plan members

might actually use on a regular basis.

Public pension plans typically hire investment managers
to determine how to invest their assets. The investment
managers provide their recommendations to pension
plan board members on how to invest funds. In the Unit-
ed States, pension fund asset allocations typically include
investments in domestic equities, international equities,
fixed income (bonds), and alternative investments. Each
asset allocation has a different rate of return based on
risk. Bonds are very low risk, but alternative investments
such as private equity and real estate are much riskier.
Public pension plan boards of trustees vote on asset al-
location, and often take their time investigating possible
asset investments. They must have the right mix of assets
in order to obtain good returns.
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Some public pension plans are able to buy an infrastruc-
ture asset outright but other plans may not have a fee
simple interest in an asset. They may invest through an
infrastructure fund (public or private) managed by an
investment firm, or they may even buy into an asset if the
ownership is by a limited partnership (a type of private
equity).'? In this partnership, investors such as public
pension plans are the limited partners and the fund man-
agers are the general partners. General partners specialize
in finding, structuring, and managing equity investments
in privately held companies or public companies seeking
to raise additional private capital.'! The general partner’s
history, ownership, management team, investment strat-
egy, and fund terms and conditions are also important
factors to consider when a pension fund is deciding
whether or not to invest. Infrastructure investment could
be considered private equity if a pension fund enters into
a limited partnership, or it could be domestic or inter-
national equity if a fund purchases stock in a publicly
traded company that invests in infrastructure.

lnfrastl'u(:ture Investment Firms

When determining how to invest their assets, pension
plans want to maximize investment returns without
undue risk of loss. Infrastructure investment is becom-
ing more common in Canada and Europe, but is a new
concept to pension plans in the United States. Pension
plans are looking for competitive returns on their invest-
ment for their members. Investment in companies and
funds that focus primarily on infrastructure (toll roads,
bridges, electric transmission grids, etc.) are long term
(typically a minimum of 20-30 years) and will provide
steady income to pension plans. Since this alternative
asset class is still relatively new, the average rate of return
is not known but is conservatively estimated to be 12-16
percent.

Macquarie Securities

There are several companies that are actively marketing
infrastructure investment to pension plans around the
world. One company, Macquarie Securities, founded in
Sydney, Australia, has been successful in recruiting pen-
sion plans to invest in Macquarie’s private and publicly
traded infrastructure funds. Globally, they manage $30
billion in infrastructure investments with $12-14 billion

invested in toll roads and transportation.'? Macquarie
also has infrastructure funds that are traded on the Aus-
tralian Stock Exchange including Macquarie Infrastruc-
ture (MIG), Macquarie Airports (MAP), and Macquarie
Communication Infrastructure fund (MCG). In the Unit-
ed States, the publicly traded fund is Macquarie Infra-
structure Company (MIC). Most public pension plans
that invest in Macquarie are interested in the privately
held Macquarie Infrastructure Partners.

The Macquarie Infrastructure Partners fund includes
at least 45 investors and 25 are located in the United
States. Confidentiality agreements preclude the naming
of the investors but the goal is for the fund to have $2
billion to invest. The focus will be on investments in
the United States and Canada. The Macquarie European
Infrastructure fund has investors from all over the world
and includes some pension plans in the United States. In
December 2006, Macquarie’s European Infrastructure 11
fund received approval from the European Union to buy
Techam AG, a company that reads heat and water me-
ters in 6.4 million European households, for $1.8 billion
US.P Utility infrastructure investment is currently more
common than investment in toll roads in this fund.

Carlyle Group

In March 2006, the Carlyle Group, a global private eq-
uity firm, established a team to invest in infrastructure
including transportation, water facilities, airports, and
bridges. The team will be headed by Robert Dove and
Barry Gold. Mr. Dove said, “The proven use of public-
private partnerships and concessions in the U.K. and on
continental Europe is now emerging as a means of fi-
nancing U.S. infrastructure. There is a dire need to bring
private capital to the development and maintenance of
public infrastructure throughout the U.S. and we believe
this effort will be well received.” Carlyle’s infrastructure
team will invest mainly in U.S. infrastructure ranging
from $100 million to $1 billion. Like other firms, they
will look at PPPs, long term concessions, and buying
outright."*

Goldman Sachs

On December 28, 2006, Goldman Sachs announced
that it had raised $6.5 billion for its first infrastructure
fund, GS Infrastructure Partners.'” The fund will only
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invest in infrastructure and has attracted interest from
pension funds, banks, and insurers. Goldman Sachs will
contribute some exist-
ing investments it owns
to the fund including
its participation in the
Associated British Ports
and its investment in the
consortium that bought
Kinder Morgan, the US
pipeline operator, this
year (Borealis Infrastructure and the Ontario Teachers’
Pension Plan are also joint owners). About $750 million
of Goldman Sachs’ own money went into the fund.

Canadian pension plans
have taken the lead in
infrastructure investment

and could serve as excel-

lent examples for U.S.

pension plans.

Pension Plans that Invest in
Infrastructure

Canada

In Canada, the CPP Investment Board is actively pursing
infrastructure investment. The CPP Investment Board is
a professional investment management organization with
the purpose of investing the assets of the Canada Pension
Plan (CPP). The CPP fund is $98.6 billion. Income from
the money that they invest today will be used by the
Canada Pension Plan to help pay pensions beginning in
2022.16 The CPP Investment Board assesses infrastruc-
ture assets based upon their risk and return profile, since
every infrastructure asset is different.

The CPP Investment Board is interested in assets that
provide relatively stable long-term returns, operate in
strong regulatory environments, have relatively low tech-
nology replacement risk, and cannot be easily substituted
(for example, investors in a tolled bridge can assume that
a non-tolled bridge will not be built right next to the
toll bridge due to the cost involved in building another
bridge). The types of assets that have these characteris-
tics include electricity transmission and distribution, gas
transmission and distribution, water and sewage compa-
nies, and certain transportation assets, such as toll roads,
bridges and tunnels, airports, and ports. The board typi-
cally seeks out investments that operate under long-term
contractual agreements, or within transparent and de-
pendable regulatory frameworks that balance the needs

of both ratepayers and investors.'” Currently, the Board is
targeting investments that will require them to contribute
$200 million to $1 billion in equity capital.

United States

In the United States, only a few public pension plans
are publicly announcing that they are investing in infra-
structure. As of June 30, 2005, the Illinois State Board of
Investments had $467 million invested in alternative in-
vestments, including infrastructure. This represents only
4 percent of the board’s asset allocation with a policy
target of investing 5 percent in the future.'

In April 2006, California State Treasurer Phil Angelides
proposed that California pension plans, including the
California Public Employees’ Retirement System (CalP-
ERS) and the California State Teachers’ Retirement Sys-
tem (CalSTRS), invest in urban, smart growth infrastruc-
ture projects in California. The types of investments he
envisioned, called “Cal-Build,” would finance projects
that would create jobs and earn a return for the pen-
sion funds and taxpayers. The initiative would invest $15
billion--about 5 percent of the two funds’” holdings--in
California infrastructure projects, including water-sup-
ply and conservation projects, toll bridges and tunnels,
energy transmissions projects, and other like projects.”
Angelides has a good track record with innovative think-
ing about investments. He helped launch the CalPERS
California Urban Real Estate investment fund, which en-
couraged investing in inner cities and underserved com-
munities. CalPERS has committed $3.4 billion and has
earned annual returns of 22 percent since 2001.

More recently, CalPERS staff has recommended adding
infrastructure as a new asset class to its future invest-
ment program. Such investments, the staff wrote in an
internal memorandum to the Board, “would make CalP-
ERS a player in solving some pressing public policy in-
frastructure problems.”?® Russell Read, Chief Investment
Officer of CalPERS, has mentioned toll roads as one type
of infrastructure that might qualify for the pension fund’s
support. The $153 billion California State Teachers’ Re-
tirement System (CalSTRS) has also set up a task force to
investigate infrastructure investments as a possible new
asset class. The Fund plans to select an independent
source of analysis to conduct a thorough due diligence
process of the entire infrastructure investment universe
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before taking a position. “Because we are a public pen-
sion plan governed by a board, our research process is
very lengthy and detailed,” a spokesman said.

The Type of Infrastructure Assets
Pension Plans Are Investing In

Ontario Teachers’ Pension Plan

Some Canadian pension plans have already directly bought
infrastructure. For US$2.4 billion, the Ontario Teachers’
Pension Plan announced in November that it is acquiring
its first piece of Canadian infrastructure--a freight con-
tainer terminal operation on Canada’s Pacific Coast. The
board signed an
agreement with
Orient Over-
seas (Interna-
tional) Limited
of Hong Kong

Pension funds should be afforded
opportunities to invest in infrastruc-
ture investment funds that will be in-

volved in the financing and building

of Trans-Texas Corridor segments.

and is the sole
acquirer. “The
acquisition represents solid, robust assets, has little vul-
nerability to market or economic vagaries and features
a very attractive growth profile that will surely serve us

well into the future,” said Jim Leech, Senior Vice Presi-
dent of the private investment arm of the pension plan.
The US$84 billion Ontario Teachers’ Pension Plan fund
began investing in infrastructure in 2002. The combined
value of the fund’s infrastructure and timberland assets
(within their Inflation Sensitive Investments Fund) is
US$12 billion.?!

OMERS

Borealis Infrastructure manages infrastructure invest-
ment for OMERS, a Canadian pension plan with more
than $41 billion in net investment assets and which pro-
vides services for over 364,000 active and retired mem-
bers.? Infrastructure is currently close to 10 percent
of the OMERS asset mix, with an eventual goal of 15
percent. Investments in the United States include joint
ownership in the Detroit River Rail Tunnel and the Ex-
press and Platte pipeline system that leads from Alberta
to Chicago.”

Sebastian Sherman, Vice President of Borealis Infrastruc-

ture, spoke about the firm’s involvement in this evolving
field and its plan to invest in toll roads. Sherman stated
that OMERS, through Borealis Infrastructure, was the
second highest bidder for the Chicago Skyway conces-
sion. OMERS definitely has an interest in toll roads and
is willing to take the risk of investing in new construction
if the rate of return is high. Sherman said, “Rate of return
is a judgment call with no hard numbers. It is a gray area
and depends on risk.”** OMERS currently invests in ma-
ture infrastructure that provides historical data for assess-
ment of investment. However, existing infrastructure has
a lower rate of return (estimated to be in the low teens).
Mr. Sherman stated that Texas is an attractive place to
invest due to a growing population base, which will lead
to more vehicle ownership, and thus more congestion
and demand for the use of toll roads.

Transportation Infrastructure Invest-
ment Opportunities in the United States

In order to increase mobility, state departments of trans-
portation around the United States are in dire need of
new funding to build roads. The Texas Department of
Transportation (TxDOT) and other transportation leaders
in Texas have identified a transportation funding gap of
$86 billion over the next 25 years. TxXDOT plans to use
all available financial tools to build transportation proj-
ects including the aggressive pursuit of PPPs and other
new financial tools to close the funding gap. Texas needs
funding from the private sector such as pension plans to
build better roads and alleviate congestion. Private sector
capital will allow the public sector to direct state and fed-
eral dollars to other projects and enable states to speed
up the completion of transportation projects.

What kind of transportation infrastructure projects are
seeking funding from private sources such as pension
plans and infrastructure investment funds? In Texas, the
development that has generated the most interest from
investors is the Trans-Texas Corridor (TTC). TTC is a
proposed multi-use, statewide network of transportation
routes in Texas. Private funding is absolutely essential to
the TTC becoming a reality. In 2004, Cintra-Zachry, a
consortium led by Spanish and Texas firms, identified a
plan to relieve congestion on Interstate 35 by investing
$6 billion to build a state-owned toll road. The consor-
tium would also pay the state $1.2 billion for the invest-
ment opportunity. In September 2006, TxDOT released
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a plan proposing the first phase of Trans-Texas Corridor
35 (TTC-35) to include a connection to I-35 south of
San Antonio and a long-sought loop for the Dallas-Fort
Worth area.”> Construction could begin in 2011 after
environmental clearance determines the ultimate align-
ment. Segments of the TTC-35 will be built at differ-
ent times, possibly by different companies and through
different financial means, but almost all of the develop-
ment will include some type of private funding. Pension
funds should be afforded opportunities to invest in in-
frastructure investment funds or in limited partnership
with companies that will be involved in the financing
and building of TTC segments.

Texas Pension Plans: The Next

Frontier?

TRS

In Texas, public pension plans are not investing in infra-
structure at this time, but they are investigating this new
asset class. The investment policies for Texas plans are
straightforward and provide the basis for their invest-
ment strategy. The guiding principle for the Texas Teach-
er Retirement System (TRS) is to control risk through di-
versification by prudently setting and modestly deviating
from normal positions to enhance returns.*®

In November 2006, Texas Governor Rick Perry asked the
TRS board to consider investing up to $600 million in
young companies receiving money from the new Emerg-
ing Technology Fund created by the Texas Legislature.*’
Perry’s deputy chief of staff, Phil Wilson, said investing “is
at the complete discretion of the TRS. They can choose
to invest or not to invest...We're just offering them to be
part of an emerging market opportunity and to invest
in that.” In response, TRS Board of Trustees Chairman
Jarvis Hollingsworth said, “...we want all of our TRS
members to rest assured that regardless of the source of
any potential investment, be it the Governor’ office or a
private investment fund, each potential investment pre-
sented to the TRS board undergoes the same thorough
due diligence analysis by our staff and our advisors.”*®

TRS is the state’s largest public pension fund, which saw
an increase of $6.5 billion in FY06 (a 7 percent increase).
The fund now has $100.2 billion in assets and, in FY06,

paid out $5.6 billion in benefit payments.* The rate of
return on investments for the year that ended August 31,
2006 was 9.7 percent, due to strong returns in the equity
market. The rate of return for FY05 was 14.4 percent.
TRS targeted an 8.5 percent investment allocation in al-
ternative investments but actually invested 4.3 percent in
FYO06. Currently, the TRS Board of Trustees is pursuing
alternative investments in private equity, absolute return,
and real estate funds, but not specifically infrastructure.
The first fund investments in real estate were made in
February 2006 and total $750 million. The total market
value of all alternative investments is now $4.3 billion.
The TRS Board of Trustees is analyzing different types of
alternative investments but has not allocated any funds
towards infrastructure investment.

ERS

Like the TRS, the Employee Retirement System of Texas
(ERS) has an investment policy that guides asset alloca-
tion. The ERS Board of Trustees will consider investment
instruments appropriate for the system and deemed to be
prudent based on:

* Their consistency with investment policy and
portfolio objectives;

* Their application to the portfolio’s diversifica-
tion;

* Staff and/or advisor competency in evaluating and
trading the securities;

* Consideration of their liquidity within the portfolio;
* The cost of including them in the program; and

 Futures and options to facilitate risk management
and to provide efficiency in investment implementa-
tion through lower transaction costs and lower turn-
over or to provide higher correlation to the bench-
mark index returns.”

ERS had an investment portfolio at the end of FY06 of
$22.3 billion and a return of 8.8 percent for the year.*!
ERS began investing in Real Estate Investment Trusts
(REIT) in 2005, but that is the only “alternative asset”
currently in their portfolio. Every five years, the ERS
Board of Trustees votes on the asset allocation for the
fund, but the allocation is reviewed annually if the staff
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thinks a certain allocation should be adjusted. In 2006,
ERS Director of Investments Kathy Reissman presented
the Goldman Sachs Infrastructure fund to the Investment
Advisory Committee, but they declined to invest before
the Board adjusted the asset allocation. Reissman was
interested in this fund due to its diversification in the
types of infrastructure assets and because investments
would not be focused on one location. Though the com-
mittee and the board are interested in infrastructure, it
will take a few years before investment can occur. ERS
has stated that a consultant specializing in infrastructure
investment will probably be hired to educate the board
and recommend investments.

Infrastructure investment is often considered private eq-
uity, and ERS has publicly shown an interest in private
equity investment. The Board of Trustees discussed pri-
vate equity and real estate investments at the October
19, 2006 meeting. Gary Robertson of Callan Associates
explained that the key reason why funds invest in private
equity is to get rates of return that are higher than you
can get in public equities; however, important consider-
ations when investing in private equity are these: reduced
liquidity compared to public equities, the complexity of
programs, and that it could take up to seven years to ob-
tain a 7 or 8 percent asset allocation target.’ The Board
took no action in October, but at the December 13, 2006
meeting, the Board did vote to “authorize ERS staff to
prepare an implementation plan, subject to the Board’s
approval, that will move the Fund toward an asset al-
location that includes private equity and real estate. ERS
staff is instructed to prepare the implementation plan
and establish the retirement system infrastructure in or-
der to work towards the allocation targets between Mix
3 and Mix 4 in Callan Associates” Asset Allocation and
Liability Study dated April 2004.7** ERS will aim for an
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Conclusion

Though public pension plan investment in infrastructure
is still new within the United States, it is expected to take
off in the near future. Canadian pension plans have taken
the lead in infrastructure investment and could serve as
excellent examples for U.S. pension plans. There are bil-
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for mobility projects. Twenty-one U.S. states and one
territory have passed legislation allowing public-private
partnerships. Texas is leading the way among these, with
planned projects that will bring positive cash flow into
the state.

The key for transportation officials is to encourage local
and state public pension funds to consider investing in
transportation infrastructure. Current pension funds fa-
vor more traditional investments, but alternative invest-
ments compete strongly over the long-term if funds are
willing to take the risk. With the need for infrastructure
only growing, pension plans can find a promising alter-
native in this burgeoning asset class.
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